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In the 
UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 22,552 


INDEPENDENT BROKER-DEALERS’ TRADE ASSOCIATION, OXFORD 
SECURITIES, INC., and JAMES C. BUTTERFIELD, INC., 
Appellants 


Vv. 


SECURITIES & EXCHANGE COMMISSION, 
Appellee 


Appeal from the United States District Court 
for the District of Columbia 


APPELLANTS’ BRIEF 


STATEMENT OF ISSUES PRESENTED 
FOR REVIEW 


Did the District Court err in dismissing Appellants’ 
Amended Complaint for lack of jurisdiction and in failing 
to grant injunctive relief when: 

A. The Appellants and others so situated will suf- 
fer irreparable harm as a result of the Securities and 
Exchange Commission’s action; and 
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B. The Securities and Exchange Commission’s letter 
of August 30, 1968 to Robert W. Haack, President of 
the New York Stock Exchange, constituted an unlaw- 
ful order or direction in excess of its statutory author- 
ity in that no notice of or opportunity for a hearing 
as required by Section 19(b) of the Securities Exchange 
Act of 1934 was given prior to its issuance; and 


C. The action taken by the Securities and Exchange 
Commission pursuant to Section 19(b) of the Securi- 
ties Exchange Act of 1934 in its letters of May 28, 
1968 and August 30, 1968 to Robert W. Haack, and 
the subsequent compliance therewith by the New York 
Stock Exchange, deprived Appellants of substantial 
property rights without due process of law, inasmuch 
as Appellants were not provided with notice of or 
opportunity for hearing or any other effective method 
of participating in or challenging the actions of the 
Securities Exchange Commission and the New York 
Stock Exchange, and 


D. The Securities and Exchange Commission has no 
statutory authority directly or indirectly to prohibit 
customer-directed commission-sharing among brokers 
of an otherwise lawful commission set at lawful rates. 
Note: On December 2, 1968 this Court in Case No. 
22,518 denied Appellant’s Petition for Review under 
Rule 21 in this same case. 


STATEMENT OF THE CASE 


This is an appeal under 28 U.S.C. § 1291 from the Order 
of the United States District Court For The District Of 
Columbia dismissing Appellants’ Complaint for lack of 
jurisdiction. (App. 1-2) In the Court below, Appellants 
filed an action for declaratory judgment pursuant to 28 
US.C. § 2201 seeking to establish that the letter of the 
Securities and Exchange Commission (hereinafter “Commis- 
sion’’), dated August 30, 1968 (App. 51), is an unlawful 
order or direction, and that the Commission’s action in this 
situation deprives Appellants of substantial property rights 
without due process and for a mandatory injunction pursu- 
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ant to 28 U.S.C. § 1331 to enjoin the operation, effect and 
enforcement of said order or direction. The order or direc- 
tion dated August 30, 1968 directed the New York Stock 
Exchange, inter alia, as an interim measure, to change its 
constitution to prohibit customer-directed commission 
sharing (give-ups) and to adopt a new and reduced mini- 
mum commission structure. 


Appellant Independent Broker-Dealers’ Trade Association 
is an unincorporated group of securities brokers and dealers 
who are subject to the federal securities laws and speaks for 
its members in a representative capacity and as an interested 
party itself. 


Appellants Oxford Securities, Inc. and James C. Butter- 
field, Inc. are broker-dealers registered with the Commission 
and are members of the Appellant Independent Broker- 
Dealers’ Trade Association and are not members of the New 
York Stock Exchange. 


Appellants derive substantial income as a result of 
customer-directed commission sharing received from securi- 
ties brokers who are members of the New York and other 
stock exchanges, and who, in the execution of the transfers 
of securities for investment companies and other institutional: 
investors, are directed by their customers to divide commis- 
sion compensation with Appellants and similarly situated 
brokers and dealers. Customer-directed commission sharing 
was developed by the securities industry as a method of 
compensating various broker-dealers, including Appellants, 
who had performed actual services such as research, wire 
service, pricing data, customer service and promotional and 
selling efforts. 


Preliminary to a discussion of the questions in issue in 
this proceeding, it would be well to furnish some of the 
background relative to matters involved. 


In 1940, after a detailed study of the mutual fund 
industry, Congress enacted the Investment Company Act of 
1940, 15 U.S.C. 88 80a-] et seg. Since that time mutual 
funds’ net assets have spiraled from $450,000,000 to 
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approximately $50,000,000,000 and this growth has pro- 
duced conditions which have been the subject of growing 
concern generally to the C ommission, and specifically as to 
whether the regulatory scheme of the 1940 Act is adequate. 
As evidence of this concern, the Commission authorized the 
Wharton School of Finance and Commerce of the Univers- 
ity of Pennsylvania in 1960 to undertake a study of and 
report on the mutual fund industry, with particular empha- 
sis on certain features of the industry; then followed two 
reports by the Commission, called its Special Reports, 
which covered areas not included in the Wharton Report. 


In the Special Reports, the Commission for the first time 
went into the matter in depth of the allocation by mutual 
funds of brokerage commissions generated by the purchase 
and sale of securities by the funds. It is to be noted that 
since the time of the inception of the Investment Company 
Act, the funds have compensated brokerage firms which 
sold their shares or provided research, and/or other actual 
services, by executing their trades through these brokerage 
firms. However, this practice raised serious questions as to 
whether the funds were executing the trades in the most 
efficacious manner. As a result, beginning in approximately 
1951, the funds developed the lead broker technique. The 
lead broker technique simply stated is that a lead broker, 
in most cases a New York Stock Exchange firm located in 
New York City, would undertake to carry out the trade and 
to split the commission with the brokers who otherwise 
would have carried out some part of the trade. The shar- 
ing of the commission in this fashion is commonly referred 
to as a “give-up”, which is banned under the interim rate 
structure now in effect. In view of the fact that the New 
York Stock Exchange rules permitted the sharing of the 
commission dollar only with other member firms, it was 
necessary, in order to comply with the direction of the 
institutional customer to split the commission with other 
than a non-exchange member, to effect transactions on 
regional exchanges. The other change in rate structure with 


5 


which we are concerned in this case is the provision for 
volume discounts. 


On July 18, 1966, the Commission wrote to all the 
national securities exchanges and the National Association 
of Securities Dealers, pointing out the concern of the Com- 
mission with the matter of give-ups. There were numerous 
communications between the Commission and the New 
York Stock Exchange in an effort to find a common ground 
on which agreement could be reached in this area. Failing 
to reach a mutually satisfactory agreement with the 
exchanges, the Commission proposed the adoption of Rule 
10b-10 (App. 20) which, in effect, would have made give- 
ups unlawful. 


In Release No. 8239 dated January 26, 1968, (of which 
this court can take judicial notice and which is included in 
the Appendix for that purpose ) the Commission formally 
proposed this rule (Rule 10b-10) and invited comments 
from all interested persons. Also, contained in this Release 
was a five point counterproposal of the New York Stock 
Exchange which provided for volume discounts, elimination 
of the reciprocal practices on all exchanges resulting in 
commission rebates, a provision for non-member discounts, 
a percentage limit on give-ups, and limitation of member- 
ship on all exchanges to bona fide broker-dealers. Numer- 
ous letters of comment were received by the Commission 
and the sense of most of these comments was that any 
change in the rate structure, such as contemplated by the 
proposed Rule 10b-10, should only be carried out after a 
thorough economic study of the matters involved. These 
comments did little more than echo the Commission’s 
statements which appeared in its brief in Kaplan v. Lehman 
Brothers, 371 F.2d 409 (7th Cir. 1967). In its brief, the 
Commission stated, at page 22, as follows: 


“In addition to affecting the individual and institu- 
tional investors who trade on the New York Stock 
Exchange, the determination to continue the pres- 
ent rate structure in whole or in part, or to adopt 
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possible alternatives to the minimum rate structure, 
affects the economy generally. Commission rate 
level and structure problems involve difficult ques- 
tions which can best be resolved by a body possess- 
ing the specialized knowledge of the securities 
industry and allied areas necessary for regulation of 
the nation’s securities markets. In our view mean- 
ingful determinations © \f proper rate structure can- 
not be made without exhaustive and necessarily 
time-consuming inquiries into such factors as the 
effect of the New York Stock Exchange Commis- 
sion rates or proposed alternatives on various 
regional exchanges, the “third market” (which con- 
sists of broker-dealers who are not members of any 
exchange and who make markets in NYSE listed 
securities), the numerous institutions which invest in 
listed securities, as well as the regulatory policy con- 
siderations necessary to facilitate reconciliation of 
the Exchange Act with the antitrust laws.”’ (Empha- 
sis supplied) 
One of the letters of comment was received from the Anti- 
trust Division of the Department of Justice, which raised 
the question of whether a minimum rate structure could 
be justified at all and suggested also that hearings be under- 
taken by the Commission with respect to this matter. 


On May 28, 1968, apparently in recognition of the 
validity of the responses contained in the letters of com- 
ment, the Commission announced that it would hold 
hearings under § 21(a) of the Securities Exchange Act of 
1934, 15 U.S.C. § 78U(a), commencing on July 1, 1968 
with respect to the commission rate structure and related 
matters. Simultaneously with the announcement of these 
hearings, the Commission, apparently recognizing the futility 
of attempting to accomplish the changes in the rate struc- 
ture which were the subject of the informal communica- 
tions referred to above, formally invoked, $ 19(b) of the 
Securities Exchange Act of 1934, 15 U.S.C. § 78S(b), and 
requested in a letter (App. 30), directed to Robert W. Haack, 
President of the New York Stock Exchange, that the New 
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York Stock Exchange effect on its own behalf changes in 
its rules, policies and practices with respect to its commis- 
sion rate structure. The requested changes were phrased in 
following alternatives: 


a. Adoption of revised minimum commission rates as 
furnished by the Commission; or 


b. Elimination of minimum commission rates with 
respect to orders in excess of $50,000. 


A request was also made that the Exchange implement 
appropriate reductions in the intra-member rate for non- 
executing firms or eliminate requirements for minimum 
intra-member charges to such non-executing firms. The 
letter emphasized that the action requested was intended 

as an interim step, and that the Commission had reached 
no definitive conclusions. 


Release Number 8324 (App. 28), issued by the Commis- 
sion on May 28, 1968, relative to the above-mentioned 
hearings stated the following: 


“The Securities and Exchange Commission announced 
that it has issued an order for the institution of an 
investigation and a public investigatory hearing, pur- 
suant to Section 2/(a) of the Securities Exchange 
Act of 1934 to consider whether any changes should 
be made in the rules, policies, practices and proce- 
dures of registered national securities exchanges 
respecting commission rate structure. 

* * bd 


The investigatory hearing is intended to assist the 
Commission in the discharge of its responsibility 
under Section 19(b) of the Exchange Act and other 
provisions of the securities laws. It is not a substi- 
tute for, and its pendency will not preclude, more 
specific procedures to consider or require specific 
changes in exchange rules and practices either at the 
instance of the Commission or at the instance of the 
exchanges on matters set forth in the attached 
Order.’”’ (Emphasis supplied.) 
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On August 8, 1968 and August 20, 1968, the Board of 
Governors of the New York Stock Exchange answered the 
Commission’s request of May 28, 1968 and proposed, inter 
alia, to adopt a revised volume discount under the above- 
mentioned alternative (a) rather than to adopt alternative 
(b). Additionally, the Board of Governors proposed to 
amend the Exchange constitution to prohibit all forms of 
customer-directed give-ups. 


The Commission replied to the proposals of the Board of 
Governors by letter of Manuel F. Cohen to Robert W. Haack 
dated August 30, 1968. In this letter, the Commission 
agreed to “modify the direction to you [the Exchange], 
pursuant to $ 19(b) of the Securities Exchange Act con- 
tained in the Commission’s letter of May 28, 1968 to the 
effect that: alternative (a) of such direction will be satis- 
fied by the adoption of the specific interim non-member 
commission schedule described in your letters of August 
8 and 20, the specific interim intra-member commission 
schedule also described therein, and the additional language 
to the Exchange constitution prohibiting customer-directed 
give-ups. Alternative (b) of the Commission’s May 28, 1968 
direction to your Exchange remains unmodified should 
your members elect not to adopt alternative (a) as so modi- 
fied.” (Emphasis supplied.) Particular attention should be 
paid to the last sentence of the letter which states “In direc- 
ting you to adopt these measures on an interim basis we 
assume that you will address yourself as promptly as pos- 
sible to the matter of changes of a permanent nature.” 


Pursuant to the Commission’s directive, the New York 
Stock Exchange voted to implement the above-mentioned 
interim changes and said changes went into effect on 
December 5, 1968. 

Appellants, by reason of the order or direction of the 
Commission contained in its letter of August 30, 1968, filed 
the action in the Court below. 


Appellants filed Motions for a Preliminary Injunction and 
Summary Judgment and Appellee filed a Motion to Dismiss 
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and a Motion for a Summary Judgment. The case came on 
for argument on these preliminary motions. The Court 
below per Judge Corcoran granted Appellee’s Motion to Dis- 
miss for lack of jurisdiction and denied Appellants’ Motions. 


ARGUMENT 
I. 


THE DISTRICT COURT HAD JURISDICTION TO ISSUE 
THE DECLARATORY JUDGMENT SOUGHT IN APPEL- 
LANTS’ AMENDED COMPLAINT AND TO ENJOIN 
CONDUCT BY THE COMMISSION WHICH CAUSES 
IRREPARABLE INJURY TO APPELLANTS WHEN SUCH 
CONDUCT IS IN EXCESS OF THE COMMISSION’S 
STATUTORY AUTHORITY AND/OR DEPRIVES APPEL- 
LANTS OF SUBSTANTIAL PROPERTY RIGHTS WITH- 
OUT DUE PROCESS. 


The District Court erred in dismissing Appellants’ 
Amended Complaint and in failing to grant the requested 
injunctive relief. In this regard, the threshold question 
which must be met is whether the District Court had juris- 
diction to grant the relief requested in Appellants’ Amended 
Complaint and Motion For Preliminary Injunction. Ordin- 
arily, preliminary determinations by the Commission or | 
other administrative agencies are reviewable only when they 
become the basis of a final order and then only in the 
Courts of Appeal. See § 25 of the Securities Exchange Act 
of 1934, 15 U.S.C. § 78Y; Miles Laboratories v. F.T.C., 140 
F.2d 683 (D.C. Cir. 1944). However, statutory provisions 
covering review of final orders by Courts of Appeal do not 
preclude District Court jurisdiction in appropriate circum- 
stances. A District Court under its general federal question 
equity jurisdiction, 28 U.S.C. § 1331, has the power to 
enjoin and correct agency conduct when it is beyond the 
scope of its statutory authority and/or when it is in viola- 
tion of the constitutional rights of a plaintiff and when 
such action will result in irreparable injury to the plaintiff. 
Leedom v. Kyne, 358 U.S. 204, 79 S.Ct. 180 (1958); R.A. 
Holman & Co. v. SEC, 299 F.2d 127 (D.C. Cir. 1962). 
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_In the Leedom case the question presented was whether 
the Federal District Court had jurisdiction of an original 
suit to vacate an order or determination of the National 
Labor Relations Board which was made in excess of its sta- 
tutory authority. The case involved a certification proceed- 
ing wherein the Board ordered that professional employees 
be included in a bargaining unit with non-professional em- 
ployees without a vote on the question by the professional 
employees. This order was in direct contravention to the 
National Labor Relations Act, 29 US.C. 88 151 et seq. 


The Supreme Court held that the review provisions of 
the National Labor Relations Act contained in Sections 9(c) 
and (d) did not preclude review and determination by the 
District Court. The Court stated that this was not the typ- 
ical use of review, but one where a request was made to 
annul an order or determination of the Board made in ex- 
cess of its statutory authority. Thus, if the agency exceeds 
its statutory authority, the equity jurisdiction of the District 
Court is broad enough to warrant intervention even before 
the agency’s processes have run their course. Local 130. 
International U. of Elec., R. & M. Wkrs. v. McCullock, 345 
F.2d 90 (D.C. Cir. 1965). Although the Supreme Court has 
never explicitly authorized the District Courts to entertain 
an action to enjoin a determination of the Commission, no 
reason is apparent why § 25 of the Securities Exchange Act 
is more immune to such exceptions than corresponding 
review sections of other federal acts. M. G. Davis & Co. v. 
Cohen, 256 F. Supp. 128 (S.D.N.Y.), aff'd, 369 F.2d 360 
(2d Cir. 1966). 


Appellants in this proceeding contend and will subse- 
quently show that the Commission’s action will cause irrep- 
arable injury to Appellants, others so situated and the inves- 
ting public, that said action was taken in excess of the 
Commission’s statutory authority, and that the action of 
the Commission has violated Appellants’ constitutional 
rights. In this regard, the following issues are presented. 
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As a result of the Commission’s action, 
Appellants, as well as others so situated and 
the investing public, will suffer irreparable 
injury of such nature that the District Court 
should have taken cognizance thereof and 
granted injunctive relief. 


The action of the Commission with regard to the interim 
rate measures will cause irreparable injury to Appellants, sim- 
ilarly situated broker-dealers and the public. In this regard, 
attention should be directed to the affidavits filed in this 
case. Notice should be taken that the interim rate measures 
will have a very significant and, in some instances, annihilat- 
ing impact upon a certain segment of the securities industry, 
namely the non-member firms and New York Stock 
Exchange firms located outside the New York City area. 
From the standpoint of the non-member firms, the prohibi- 
tion against the sharing of the commission dollar will be 
catastrophic and it is doubtful whether many could survive. 


An illustration of what the effect of the prohibition will 
be is found in the following excerpt from the testimony of 
Mr. Richard B. Walbert, President of the National Associa- 
tion of Securities Dealers given before the Commission on . 
September 17, 1968 at the investigatory hearings commenced 
under § 21(a) of the Securities Exchange Act of 1934: 


“The proposal of the New York Stock Exchange to 
abolish the customer-directed give-up will result in 
terminating a long-established and important source 
of income to small and medium sized broker-dealers. 
The very severe financial hardship which these firms 
will experience will result in many of them re-struc- 
turing or abandoning their businesses altogether. A 
study published by the Association in April, 1967, 
indicated that for all reporting firms in a representa- 
tive sample, give-ups represented nearly two-fifths of 
total net income in 1966 and this was with virtually 
no expense associated with this source of income as 
an offset. More important is the fact that for the 
smaller firms—gross income under $2.5 million— 
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which constituted six-sevenths of the sample, give- 
ups amounted to nearly two-thirds of net income. 
In the aggregate, reporting firms with gross income 
under $100 thousand would have had their net 
income wiped out if give-ups had been eliminated 
as a source of income in 1966. For the New York 
Stock Exchange and American Stock Exchange mem- 
bers in our sample, give-ups received in 1966 repre- 
sented less than one-third of net income and, were 
actually exceeded by give-ups paid, so that such 
firms would stand to gain more than they would 
lose by prohibition of give-ups. 


“On the other hand, the sole regional exchange mem- 
bers and non-exchange members in our sample 
reported give-ups received in 1966 amounting to 
over 98 per cent of their net income and give-ups 
paid of less than 10 per cent of net income. 


“Thus, it is clear that the elimination of give-ups 
would make a drastic shift in income from the small, 


regional and non-exchange member firms to the larger 
exchange members. This serves to emphasize a point 

brought out previously that results of loss of give-ups 
income without replacement will result in further 
deterioration of smaller firms and the strengthening 

of larger firms.” 


A specific example of the ultimate effect of the prohibi- 
tion on non-member firms is found in the affidavit of 
Charles T. Koval, President of Alleghany Planned Income, 
Inc. (App. 79), a firm based in Pittsburgh, Pennsylvania, 
and engaged almost exclusively in the retail sale of mutual 
funds. It is evident from the affidavit that Mr. Koval’s firm 
will not be able to remain in business unless it substantially 
recasts its operation. The less specialized non-member 
broker-dealers will also suffer substaintial losses from the 
combined effects of the volume discount and prohibition 
against customer-directed commission sharing. 


The prohibition against commission sharing and the 
volume discounts will also affect the profitability and per- 
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haps the survival of most regional member firms. Examples 
of what these effects will be are revealed in the affidavits 
of Joseph P. Short, Executive Managing Partner of Arthurs, 
Lestrange & Co., and the other affidavits filed by regional 
member firms in this case. The specific immediate effect 
will be the loss of a substantial portion of income. 


The net ultimate effect to the firms and the public will 
be far greater. In connection with the matter of customer- 
directed commission sharing, it must be kept in mind that 
insofar as the recipient is concerned, this constitutes net 
income. The receipt of this net income has enabled the 
non-member firms and the regional member firms to oper- 
ate in areas and perform functions where losses are inevit- 
able. These areas and functions include the execution of 
orders for small investors, provisions for free research, main- 
tenance of markets in inactively traded, over-the-counter 
securities and maintenance of branch office in small com- 
munities. 


Reports have already been circulated in the major 
financial and metropolitan newspapers that many brokers 
are refusing to accept small orders because of the desire to 
conserve over-used facilities for large clients. With regard 
to providing free research and investment advice, the invest- 
ing public stands to lose more than it will gain from the 
apparently lower commission rates and the abolition of 
customer-directed commission sharing. In view of the 
abrupt decrease in income as a result of the interim meas- 
ures, only the largest firms will be able to afford efficient 
research departments. Thus, the quality of investment 
advice will deteriorate and the effect will be to weaken the 
connection between market prices and a company’s eco- 
nomic position. If it is conceded that one of the primary 
functions of the securities market, as we know it, is to 
efficiently allocate limited supplies of capital, then the pub- 
lic interest will not be served by the decline in the type of 
advice which aids and serves this function. 
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It should also be noted that non-member firms and 
regional member firms perform an important service to the 
public in the field of managing and underwriting distribu- 
tions of local corporate and municipal securities. This * 
service requires extensive research and investigative work 
prior to the time when the decision can be made as to 
whether the firm should participate in the transaction. 


The loss of income resulting from volume discounts and 
the prohibition against customer-directed commission shar- 
ing will force many firms to liquidate or merge with larger 
firms. Those that survive will be forced to curtail many of 
their services to the public. This will deprive much of the 
public of the specialized and personalized service these 
firms provide. The financing of small municipal and corpor- 
ate securities will be curtailed. Therefore, an effective chan- 
nel for the marshalling of large aggregates of funds will 
thereby be constricted with the resultant effect on public 
services and business initiative. 


The demise of a great many firms and the drastic curtail- 
ment of the activities of the surviving regional firms can 
only result in the gravitation of a major portion of the 
securities business to the large New York Stock Exchange 
firms. Actually, when one considers that the large New 
York Stock Exchange firms have been operating very 
profitably with something considerably less than the whole 
commission dollar, the only real impact upon their profita- 
bility could be the volume discounts. However, in the light 
of the increased business which will find its way to these 
firms if this new rate structure is put into effect, the impact 
upon their profitability will be negligible and very likely 
will result in an increase in their profits. The net effect 
will be a greater concentration of the securities business in 
the large firms based in New York City. 


It is clear that Appellants’ businesses will have been ex- 
tensively and, in some instances, irremediably damaged, as 
a result of said action long before the Commission directs 
changes of a permanent nature. The true test of reviewa- 
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bility under these circumstances is found in the need to 
avoid reasonably anticipated irreparable injury resulting 
from the legal and economic consequences of administra- 
tive decisions. Columbia Broadcasting System v. U.S., 316 
U.S. 407, 62 S. Ct. 1194 (1942). 


Recently the Supreme Court set forth two criteria for 
evaluating whether the injunctive and declaratory judgment 
remedies should be applied to administrative determinations. 
The problem was evaluated in the light of the fitness of the 
issues for judicial review and the hardship to the parties of 
withholding court consideration. Abbott Laboratories v. 
Gardner, 387 U.S. 136, 87 S. Ct. 1507 (1967). In the 
instant situation, the questions as to whether the Commis- 
sion has exceeded its statutory authority and deprived 
Appellants of property rights without due process are 
purely legal issues and thus suitable for judicial determina- 
tion. Also, it has been pointed out that substantial injury 
will be done to the Appellants’ businesses prior to the time 
that the Commission will take final action. Thus, the issues 
in their present posture are suitable for determination by 
the equity court. See R. A. Holman & Co., Inc. v. S.E.C., 
299 F.2d 127 (D.C. Cir. 1962). 


B. The Commission’s letter of August 30, 1968, 
to Robert W. Haack, President of the New 
York Stock Exchange constitutes an unlawful 
order or direction in excess of its statutory 
authority in that no notice of or opportunity 
for a hearing as required by section 19(b) of 
the Securities Exchange Act of 1934 was 
given prior to its issuance. 


An examination of the Commission’s letter of August 30, 
1968 reveals that the New York Stock Exchange has been 
ordered or directed to put into effect an interim rate struc- 
ture. The relevant portions of the directive of August 30, 
1968 are as follows: 


“*. . we hereby modify the direction to you, pursu- 
ant to Section 19(b) of the Exchange Act contained 
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in the Commission’s letter of May 28, 1968 to the 
effect that: alternative (a) of such direction will be 
satisfied by the adoption of the specific interim non- 
member commission schedule described in your 
letters of August 8 and 20, the specific interim 
intra-member commission schedule also described 
therein, and the additional language to the Exchange 
constitution prohibiting customer-directed give-ups. 
Alternative (b) of the Commission’s May 28, 1968 
direction to your Exchange remains unmodified 
should your members elect not to adopt alternative 
(a) as so modified. 


* * * 


In directing you to adopt these measures on an 
interim basis we assume that you will address your- 
self as promptly as possible to the matter of changes 
of a permanent nature.” (Emphasis Supplied). 


The Commission’s contention that its letter of August 30, 
1968 was a mere request is without merit. Webster’s New 
International Dictionary, 2d ed. unabridged 1956, defines 
the word “direction” as above used as follows: 


Direction n. 


1. Act of directing; guidance; management; as, the 
direction of public affairs or of a bank. I do com- 
mit his youth to your direction. Shak. 


2. That which is imposed by directing; command; 
also, authoritative instruction; information as to 
method, route, etc.; as, he gave directions to the 
servants. 


Direct v. 


5.a. To give an order or instruction to (a person); 
to instruct authoritatively; as, to direct them to go; 
the judge directs the jury in matters of law. 


b. To give an order or instructions for; to ask for 
or order with authority; as, the judge directed a ver- 
dict for the defendant. 
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To suggest that a “direction” as used in this situation is 
synonymous with a “‘request” is to stretch the commonly 
accepted meanings of both terms beyond their limits or 
implications. It seems incredible that a body such as the 
Commission, which has a reputation for precision in its 
language and actions, could fairly state that “direction” 
means anything other than a mandate in this circumstance. 
Furthermore, one who has communicated without regard 
to the true meaning of the words he has used should not 
be heard to complain if the addressee understood the mean- 
ing of the communication, in its precise form, to be differ- 
ent from that intended to be conveyed. 


The President and the Chairman of the Board of Gover- 
nors of the New York Stock Exchange recommended to the 
membership that they approve the institution of the interim 
rate structure and the prohibition of customer-directed give- 
ups. In a letter to this effect dated October 10, 1968 (App. 
55) they stated that the elimination of the minimum rates of 


commission on orders over $50,000.00 is the alternative to 
the interim rate structure and the prohibition of customer- 
directed give-ups and that failure of the members to adopt 
the structure would result in the imposition of that alterna- 
tive. Apparentiy, they were advising the membership that 
the Commission would impose the elimination of the mini- 
mum rates of commission on orders above $50,000.00 
unless the new interim structure was approved as directed. 
Messrs. Levy and Haack advised the membership that the 
Commission had publicly stated this to be its position. 


Examination and comparison of the Commission’s letters 
of May 28, 1968 and August 30, 1968 reveals that quite 
apart from other public statements by the Commission in 
this regard, the Commission itself assumed this posture and 
imposed this choice in the latter letter. While the May 28, 
1968 letter suggested or requested the adoption of certain 
alternatives, the letter of August 30, 1968 clearly states that 
the elimination of minimum commission rates on large 
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orders would be imposed if the New York Stock Exchange 
did not follow the directive to adopt the new interim struc- 
ture. 


In issuing its request of May 28, 1968 and its order or 
directive of August 30, 1968, the Commission relied on and 
initiated the changes pursuant to § 19(b) of the Securities 
Exchange Act of 1934. The pertinent provisions of § 19 
(b) are as follows: 


“The Commission is further authorized, if after mak- 
ing appropriate request in writing to a national 
securities exchange that such exchange effect on its 
own behalf specified changes in its rules and prac- 
tices, and after appropriate notice and opportunity 
for hearing, the Commission determines that such 
exchange has not made the changes so requested, 
and that such changes are necessary Or appropriate 
for the protection of investors or to insure fair deal- 
ing in securities traded in upon such exchange or to 
insure fair administration of such exchange, by rules 
or regulations or by order to alter or supplement the 
rules of such exchange (insofar as necessary or 
appropriate to effect such changes) in respect of 
such matters as . . . (9) the fixing of reasonable 
rates of commission .. .” 


Although this section gives the Commission the power to 
_order a change in the rules of a national securities exchange, 
the statute clearly indicates that precedent to any such 
order the Commission must perform two acts. First, it 
must make a request. This was accomplished by the letter 
of May 28, 1968. Second, it must give “appropriate notice 
and opportunity for hearing”. Hearings of the type con- 
templated by this section have not been held and neither 
notice nor opportunity for such hearings was given to 
Appellants or other broker-dealers likely to be aggrieved. 
While it is true that the Commission is presently conducting 
hearings on the subject of commission rate structures and 
other matters, these hearings do not satisfy the require- 
ments for hearings under 8 19(b). 
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The type of hearings required are set forth in the Admin- 
istrative Procedure Act 5 U.S.C. 8§ 500 et seq. Congress 
has set forth specific guidelines for hearings when an agency 
exercises its rule-making function under a statute that 
requires an opportunity for an agency hearing or when an 
agency exercises its adjudicatory function. 5 U.S.C. $8 553, 
554, 556. Although Appellants contend that the Commis- 
sion was exercising its “rule-making” function rather than 
its adjudicatory function, the distinction at this time is irrel- 
evant since Congress provided the same procedural safe- 
guards for both under these circumstances. See Wirtz v. 
Baldor Electric Co., 337 F.2d 518, 521 n. 4 (D.C. Cir. 
1964). 


The guidelines as set forth in 5 U.S.C. 8 556(d) are as 
follows: 


“(d) Except as otherwise provided by statute, the 
proponent of a rule or order has the burden of proof. 
Any oral or documentary evidence may be received, 
but the agency as a matter of policy shall provide 
for the exclusion of irrelevant, immaterial, or unduly 
repetitious evidence. A sanction may not be 
imposed or rule or order issued except on consider- 
ation of the whole record or those parts thereof 
cited by a party and supported by and in accordance 
with the reliable, probative, and substantial evidence. 
A party is entitled to present his case or defense by 
oral or documentary evidence, to submit rebuttal 
evidence, and to conduct such cross-examination as 
may be required for a full and true disclosure of the 
facts.” 


The procedures provided for in the above-quoted section 
require the Commission to sustain the burden of proof that 
the order issued on August 30, 1968 was necessary for the 
protection of investors and/or to insure fair dealing. In 
addition, it is required that every party shall have the right 
to present his case or defense by oral or documentary evi- 
dence, to submit rebuttal evidence, and to conduct such 
cross-examination as may be required for a full and true dis- 
closure of the facts. 
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The case of Morgan v. U.S., 304 US. 1, 58 S.Ct. 773 
(1938), is also relevant to a determination of the nature of 
the hearing required. The case involved the validity of an 
order of the Secretary of Agriculture fixing maximum rates 
to be charged by the market agencies at the Kansas City 
Stockyards. The order was issued under authority of a stat- 
ute which required a hearing to be given before the order 
could be issued. The market agencies were not apprised of 
the Secretary’s position with regard to the rates in exis- 
tence or the specific proposals for a new rate structure; nor 
were they given an opportunity to contest the claims or 
position of the Secretary. 


The Supreme Court held that the Secretary’s order was 
unlawful because a fair hearing which was contemplated 
under the statute was not given. 


In Silver v. New York Stock Exchange, 373 USS. 341, 83 
S.Ct. 1246, reh den, 375 U.S. 870, 84 S.Ct. 26 (1963), the 
Supreme Court clearly stated that: 


“Congress in effecting a scheme of self-regulation de- 
signed to insure fair dealing cannot be thought to 
have sanctioned and protected self-regulative activity 
when carried out in a fundamentally unfair manner. 
The point is not that the antitrust laws impose the 
requirement of notice and a hearing here, but rather 
that, in acting without according petitioners these 
safeguards in response to their request, the Exchange 
has plainly exceeded the scope of its authority under 
the Securities Exchange Act to engage in self- 
regulation and therefore has not even reached the 
threshold of justification under that statute for 
what would otherwise be an antitrust violation.” 
373 US. at 364-65. 


Although the Court was addressing itself to the actions of 
the New York Stock Exchange and its self-regulatory 
responsibilities under the Securities Exchange Act of 1934, 
the Court’s remarks are equally applicable to the public reg- 
ulatory responsibilities of the Commission. In this regard, 
the Court stated that: 
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“The basic nature of the rights which we hold to be 
required under the antitrust laws in the circum- 
stances of today’s decision is indicated by the fact 
that public agencies, labor unions, clubs, and other 
associations have, under various legal principles, all 
been required to afford notice, a hearing, and an 
opportunity to answer charges to one who is about 
to be denied a valuable right... .” 373 USS. 
at 364, n. 17. 


See also Amos Treat & Co. v. S.E.C., 360 F.2d 260, 263 
(D.C. Cir. 1962). 


It is evident that the investigatory hearings presently 
being conducted by the Commission under $21 of the 
Securities Exchange Act do not satisfy the procedural 
requirements of § 19(b) and the aforementioned section of 
the Administrative Procedure Act in that: 


(a) they are investigatory only and, in accordance 

with the rules of procedure for these hearings set 

forth in Commission Release 8328 of June 5, 1968 

(A copy of which is attached hereto and marked 
Exhibit E), cross-examination of witnesses is not 

allowed. 


(b) the Commission is not required to specify its 
position, present its own witnesses or to permit 
cross-examination of them. 


(c) they are being conducted after the fact and not 
prior to the order or direction of the Commission to 
the New York Stock Exchange, as contemplated in 

§ 19(b). 


(d) the present “hearings” are merely fact finding 
in nature and although they are concerned with 
Exchange rate structure and related matters they do 
not afford the plaintiffs an opportunity to set forth 
their position or present objections in proper form 
to the Commission’s position. 


It should be noted that in Commission Release Number 
8324 (App. 28) the Commission stated the investigatory 
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hearings were not a substitute for “more specific procedures 
to consider or require specific changes in exchange rules 
and practices...” . Also, the Commission admitted in its 
Brief and oral argument in the Court below that the hear- 
ings presently being conducted are not the type con- 
templated or required under § 19(b). Obviously, the Com- 
mission did not call for these more specific and required 
procedures. 


The Commission, in attempting to effect the changes it 
desired, invoked the statutory provisions of § 19(b). How- 
ever, in invoking and using these provisions, it failed to 
abide by the specific requirements of the section and, as a 
result, violated the statutory prescription and the require- 
ments of fairness enunciated in the Silver case. 


In light of the foregoing, this Court has the power to set 
aside the Commission’s order of August 30, 1968 because 
said order was issued without observance of the procedures 
required by law and was in excess of its statutory authority, 


5 U.S.C. § 706; Wirtz v. Baldor Electric Co., 337 F.2d 518 
(D.C. Cir. 1963). 


At this juncture it should be noted that even if the letter 
of August 30, 1968 does not rise to the status of an order, 
the language therein conveys a mandate with the threatened 
imposition of the above-mentioned alternative (b) which, 
according to Messrs. Levy and Haack, is less desirable to the 
New York Stock Exchange than the proposals under alter- 
native (a). It is obvious that the Commission was the mov- 
ing force behind the changes and that, but for the Commis- 
sion’s actions pursuant to §19(b), the New York Stock 
Exchange would not have instituted those changes. Such 
direct pressures as were used by the Commission in this sit- 
uation are unauthorized on any statutory basis and clearly 
exceed the letter and spirit of §19(b) of the Securities 
Exchange Act of 1934. 
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The action taken by the Commission pursuant 
to section 19(b) of the Securities Exchange 
Act of 1934 in its letters of May 28, 1968 
and August 30, 1968 to Robert W. Haack, 
President of the New York Stock Exchange 
and the subsequent compliance therewith by 
the New York Stock Exchange, deprived Ap- 
pellants of substantial property rights without 
due process inasmuch as Appellants were not 
provided with notice of or opportunity for 
hearing or any other effective method of par- 
ticipating in or challenging the actions of the 
Commission and the New York Stock Ex- 
change. 


In enacting the Securities Exchange Act of 1934, Cong- 
ress delineated certain facets of the industry where primary 
responsibility for regulation is left to the national exchanges. 
The areas of self-regulation are suggested in § 19(b) of the 


Act. Section 19(b) of the Act provides as follows: 


“The Commission is further authorized, if after mak- 
ing appropriate request in writing to a national 
securities exchange that such exchange effect on its 
own behalf specified changes in its rules and prac- 
tices and after appropriate notice and opportunity 
for hearing, the Commission determines that such 
exchange has not made the changes so requested, 
and that such changes are necessary or appropriate 
for the protection of investors or to insure fair deal- 
ing in securities traded in upon such exchange or to 
insure fair administration of such exchange, by rules 
or regulations or by order to alter or supplement 
the rules of such exchange (insofar as necessary or 
appropriate to effect such changes) in respect of such 
matters as (1) safeguards in respect of the financial 
responsibility of members and adequate provision 
against the vasion of financial responsibility through 
the use of corporate forms of special partnerships; 
(2) the limitation or prohibition of the registration 
or trading in any security within a specified period 
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after the issuance or primary distribution thereof; (3) 
the listing or striking from listing of any security; 
(4) hours of trading; (5) the manner, method, and 
place of soliciting business; (6) fictitious or num- 
bered accounts; (7) the time and method of mak- 
ing settlements, payments, and deliveries and of 
closing accounts, (8) the reporting of transactions 
on the exchange and upon tickers maintained by or 
with the consent of the exchange, including the 
method of reporting short sales, stopped sales, sales 
of securities of issuers in default, bankruptcy OF 
receivership, and sales involving other special circum- 
stances; (9) the fixing of reasonable rates of com- 
mission, interest, listing, and other charges; (10) 
minimum units of trading; (11) odd-lot purchases 
and sales; (12) minimum deposits on margin 
accounts; and (13) similar matters.” 


Under this section, the Commission is given the implied 
power to review and disapprove any rules adopted by the 


national exchanges. Silver v. New York Stock Exchange, 
supra. 373 US at 357. Also, the Commission is given the 
authority and responsibility to request changes in the rules 
and practices of the exchanges, and, if the exchanges do 
not voluntarily comply with the requests, the Commission 
is empowered after notice and opportunity for hearing and 
a finding that the change is in the public interest to order 
such change. 


On the other hand, if the Commission makes a request 
to an exchange that it change its rules and practices and 
the exchange voluntarily complies, § 19(b) apparently does 
not afford notice and opportunity for a hearing to a party 
adversely affected by the change. In the instant situation, 
neither notice nor opportunity for a hearing was given. 
Appellants contend that under the present factual situation 
the letter of May 28, 1968 was 4 request and that the 
letter of August 30, 1968 was an order or direction. How- 
ever, the important point is that whether the latter letter 


was an order (or direction) or a request, no right to be 
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heard was accorded to any of the Appellants, or others so 
situated, prior to the action taken by the Commission. 


Subsequent to the action taken by the Commission in its 
letters of May 28, 1968 and August 30, 1968, the New 
York Stock Exchange complied and enacted the provisions 
herein complained of. As was shown in A supra, the effect 
of these provisions is and will be a denial to the Appellants 
and similarly situated broker-dealers of valuable rights and 
in some instances the right of survival. The public also will 
be adversely affected by these combined actions. Again it 
should be noted that these actions were accomplished with- 
out even a semblance of procedural or substantive fairness. 
No provisions for administrative hearings were made; nor 
was provision made or required for hearings by the Com- 
mission’s partner in regulation, the New York Stock 
Exchange. Although it is conceded that the Commission 
did invoke and is presently conducting investigatory hear- 
ings under § 21(a) of the Securities Exchange Act of 1934, 
these hearings have not afforded Appellants, or others so 
situated, a proper forum or adequate procedures to protect 
their Constitutional right to due process of law. 


It should also be noted, that at this time the Securities 
Exchange Act provides no method for review of the Com- 
mission’s action. There is no provision in the Act that 
would enable Appellants to initiate or compel the Commis- 
sion to commence the proper hearings. Moreover, the New 
York Stock Exchange provides no method for review. 


In addition to the above-stated absence of adequate 
administrative procedures and remedies in the public and 
private sectors of the regulatory scheme, two recent court 
decisions foreclose the remaining forum open to Appellants’ 
relief under the antitrust laws. 


Silver v. New York Stock Exchange, supra, was an anti- 
trust suit instituted by two non-member over-the-counter 
securities broker-dealers against the New York Stock 
Exchange because the New York Stock Exchange directed 
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certain of its member firms to discontinue private wire con- 
nections with the non-member plaintiffs, without assigning 
any reason therefor or giving the plaintiffs notice or Oppor- 
tunity to be heard. 


The Court held that in those areas in which the Commis- 
sion has the statutory authority to regulate under the Secur- 
ities Exchange Act of 1934 an implied repealer of the anti- 
trust law may be found. In Silver, however, the Court 
found that the Commission did not have the power to regu- 
late the particular act complained of and therefore, an anti- 
trust action could be maintained against the New York 
Stock Exchange. 


To the extent that Silver did not specifically answer the 
question of whether in the circumstances of this case a 
review and recovery in an antitrust suit would be possible, 
the case of Kaplan v. Lehman Brothers, 250 F. Supp. 562 
(N.D. Ill. 1966), aff'd. 371 F.2d 409 (7th Cir.), cert. den. 
389 U.S. 954, reh. den. 390 U.S. 912 (1967), clearly indi- 
cates that antitrust relief would be unavailable to plaintiffs 
in this case. The issue in the Kaplan case was whether the 
commission rate structure of the New York Stock Exchange 
was immune from application of the antitrust law to the 
extent that the. Commission was statutorily mandated to 
exercise regulatory oversight over that rate structure. The 
Court, recognizing the fact that the anti-competitive nature 
of the Exchange’s rate structure was technically a violation 
of the Sherman Act, however, concluded that by virtue of 
the specific regulatory power vested in the Commission 
under § 19(b) of the Securities Exchange Act of 1934 with 
respect to the fixing of reasonable rates of commission and 
the statements of the Supreme Court in Silver that the Ex- 
change was immune from the antitrust laws in this instance. 
The Court dealt at length with the role of the securities 
industry and the necessity of allowing that industry, due to 
its peculiar nature, to operate in a fashion that might other- 
wise constitute a per se violation of the antitrust law. 
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The Seventh Circuit in affirming the lower court’s deci- 
sion in Kaplan stated “. . . [W]e are now able to determine 
that, although the ‘Securities Exchange Act contains no ex- 
press exemptions from the antitrust laws,’ a ‘repeal’ thereof 
is to be regarded as implied ‘if necessary to make the Secur- 
ities Exchange Act work.’ We accordingly interpret the dis- 
trict court’s action as holding that the antitrust laws are 
inapplicable to the New York Stock Exchange insofar as its 
prescribing of minimum commission rates is concerned.” 
371 F.2d 410, 411 (1967). The Court further held that 
“in this situation the self-regulatory function of the 
Exchange has been exercised by virture of $ 19(b).” id. It 
should be noted that antitrust relief was denied in the 
Kaplan case even though the plaintiffs pointed out that no 
other relief was available to them. Kaplan v. Lehman, 389 
US. 954, dissent of Warren, C. J. at 956. 


In light of the foregoing, Appellants are precluded from 
obtaining any relief under the antitrust laws. This conclu- 


sion follows from the fact that unlike the situation in 
Silver, the matter of fixing reasonable rates involved herein 
is totally within the regulatory power of the Commission 
under § 19(b). As the district and circuit courts stated in 
Kaplan, §19(b) specifically assigns this function to the 
Commission and, therefore, an implied repealer of the anti- 
trust laws must be found in order “to make the Securities 
Exchange Act work”. 


The main thrust of the Silver and Kaplan cases is that 
the interest of the public and of those in the securities 
industry who may be adversely affected by the actions of 
a national securities exchange is not being served and pro- 
tected by the monopolistic aspects of such exchange action 
but rather by the fair procedures held necessary and 
required of the exchanges and Commission in carrying out 
their regulatory functions under the Act. In line with this 
the primary purpose of § 19(b) of the Act is to provide a 
pervasive regulatory scheme wherein the self-regulatory 
power of the exchanges along with oversight by the 
Commission is supposed to adequately protect the public 
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interest. However, without an effective way to participate 
in, or an appropriate mode of review of, the decisions of 
the exchanges and of the Commission in this area, the pub- 
lic and firms in the securities industry which will be 
adversely affected by such decisions are entirely at the 
mercy of the regulatory partners. 


In the instant situation, the Appellants have been denied 
an effective way to participate in the decision of the Com- 
mission to order, direct or request the New York Stock 
Exchange to adopt the interim rate measures. At this time 
there is no effective method of administrative review by 
which they can challenge the Commission’s decision. 
Appellants have also been denied of any meaningful 
participation in the adoption of the interim measures by 
the New York Stock Exchange or any review thereof. 
These facts when coupled with the fact that the remaining 
forum of relief and review under the antitrust laws has been 
foreclosed offer a classic example of deprivation of property 
rights without due process. 


Is it possible in this application of § 19(b) of the Securi- 
ties Exchange Act that because the action of the New York 
Stock Exchange has been taken at the order, direction or 
request of the Commission, a deprivation of due process 
can be justified? If the answer is yes, then in this applica- 
tion the Exchange Act can be considered an implied 
repealer not only of the antitrust laws but also of the rights 
which the Court in Silver stressed so strongly. However, 
the decision in the Silver case clearly points to the opposite 
answer in that the Court stated that such rights are required 
to be afforded not only under the antitrust laws but by all 
governmental agencies, labor unions, clubs and other associ- 
ations when they are about to deny one a valuable right. 


The following crucial language is found in Silver and is 
equally applicable and relevant in the present case in regard 
to the Commission. 


“Congress in effecting a scheme of self-regulation 
designed to insure fair dealing cannot be thought to 
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have sanctioned and protected self-regulative activ- 
ity when carried out in a fundamentally unfair man- 
ner. The point is not that the antitrust laws 
impose the requirement of notice and a hearing 
here, but rather that, in acting without according 
petitioners these safeguards in response to their 
request, the Exchange has plainly exceeded the 
scope of its authority under the Securities Exchange 
Act to engage in self-regulation and therefore has 
not even reached the threshold of justification under 
that statute for what would otherwise be an anti- 
trust violation.” 


Of particular significance is the language contained in 
footnotes 16 and 17 on page 364 of the Court’s opinion. 


16. “It may be assumed that the Securities and 
Exchange Commission would have had the power, 
under § 19(b) of the Exchange Act, 15 U.S.C. 8 78s 
(b), pp. 397, 400 & note 7, supra, to direct the Ex- 
change to adopt a general rule providing a hearing 


and attendant procedures to nonmembers. However, 
any rule that might be adopted by the Commission 
would, to be consonant with the antitrust laws, have 
to provide as a minimum the procedural safeguards 
which those laws make imperative in cases like this. 
Absent Commission adoption of a rule requiring fair 
procedure, and in light of both the utility of such a 
rule as an antitrust matter and its compatibility with 
securities-regulation principles, see pp. 402, 403, 
supra, no incompatibility with the Commission’s 
power inheres in announcement by an antitrust court 
of the rule. Compare Colorado Anti-Discrimination 
Com. v. Continental Air Lines, Inc., 372 U.S. 714, 
723, 724, 10 L ed 2d 84, 90, 91, 83 S Ct. 1022. 


17. The basic nature of the rights which we hold to 
be required under the antitrust laws in the circum- 
stances of today’s decision is indicated by the fact 
that public agencies, labor unions, clubs and other 
associations have, under various legal principles, all 
been required to afford notice, a hearing, and an 
opportunity to answer charges to one who is about 
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to be denied a valuable right... . 
supplied). 


” 


(Emphasis 


In the above-cited passages and throughout the text of the 
opinion, the Court emphasizes that the exchanges and the 
Commission in exercising their regulatory functions must 
accord the due process requirements of notice, confronta- 
tion and hearing to those who will be adversely affected. 


Moreover, the Supreme Court in Greene v. McElroy, 360 
U.S. 474 (1959), and Morgan v. U.S., supra, emphasized 
that the due process requirement of a fair and open hear- 
ing must be met before one can be deprived of property 
rights by administrative and regulatory actions. 


It is obvious that due process has not been afforded to 
Appellants under this application of § 19(b) of the Act. 


D. The action taken by the Commission pursu- 
ant to section 19(b) of the Securities Ex- 
change Act of 1934 is beyond the authority 
conferred by the statute. 


In its directives of May 28 and August 30, 1968 to the 
New York Stock Exchange, the Commission was aiming its 
blow at appellants herein and similarly situated securities 
dealers who are non-members of the New York Stock Ex- 
change. The Commission’s clear purpose was to coerce the 
New York Stock Exchange into depriving appellants of 
“give-up” income by amending its constitution to prohibit 
customer-directed commission sharing by its members, 
whether with other members or indirectly with non- 
members. 


Under Section 19(b) Congress has given the Commission 
authority over 13 specific areas of exchange activity, includ- 
ing “fixing of reasonable rates of-commission”. However, 
none of the 13 grants of power include the power to fix 
the method of or structure for distributing or sharing a 
commission at a rate not found to be unreasonable. The 
Commission’s actions here were aimed at customer-directed 
commission sharing and not at an “unreasonable” rate of 
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commission. The Commission’s proposed and still pending 
Rule 10b-10 was intended to accomplish the same purpose. 
That rule could not become effective except upon compli- 
ance with the hearing procedures and evidentiary standards 
of the Administrative Procedure Act as cited herein above. 
Does the Federal Constitution permit the Commission to 
evade the hearing and due process requirements of the law 
by denominating its August 30 “direction” as nothing more 
than a Section 19(b) “request” to which the New York 
Stock Exchange spontaneously and voluntarily responded? 
Such a conclusion is a travesty on the legislative process, 
and in effect would permit the Securities and Exchange 
Commission to repeal or re-write Section 19(b). The Fed- 
eral Constitution reposes all legislative authority in the 
Congress, not the S.E.C. Thus, the Commission’s action 
here is an unconstitutional exercise of legislative authority. 


CONCLUSION 


In the instant situation the Commission has acted outside 
the scope of its statutory authority and in violation of the 
Appellants’ rights of due process. Although the Commis- 
sion’s action is on an interim basis, it has been carried out 
without even a semblance of fair procedure. This when 
joined with the established facts that Appellants and others 
so situated will suffer irreparable harm as a result of the 
Commission’s action points to the conclusion that the Dis- 
trict Court erred in granting Appellee’s Motion To Dismiss 
and in failing to grant the relief requested by Appellants in 
their Amended Complaint and Motion For Preliminary 
Injunction. 
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IN THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 22552 


INDEPENDENT BROKER-DEALERS' TRADE ASSOCIATION, et al., 
Plaintiffs-Appellants, 
v. 
SECURITIES AND EXCHANGE COMMISSION, et al., 


Defendants-Appellees. 


STATEMENT OF THE ISSUE PRESENTED 
Whether The District Court Erred in Refusing to Review an 
Exchange of Correspondence Between The Commission and The 
New York Stock Exchange and Declare Unlawful Certain Action 


Taken by The Exchange When The Exchange Was Not a Party 
to The Action. 


STATEMENT OF THE CASE 


This is an appeal by Independent Broker-Dealers' Trade Association, 
Oxford Securities, Inc., and James C. Butterfield, Inc. (plaintiffs below) 
from an order of the Honorable Howard F, Corcoran, Judge of the United 
States District Court for the District of Columbia, dated November 22, 


1968 dismissing plaintiffs’ complaint, their first amended complaint, 


and their action for lack of jurisdiction over the subject matter (App. 1). L/ 


Se ee 


1/ Page references designated "App." refer to the appendix, page 
references designated "Supp. App." refer to the supplemental 
appendix and page references designated "Br." refer to Appellant's 
brief. 
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On that same day, plaintiffs filed a notice of appeal and a petition 
in this Court for an order pursuant to Rule 21 of the Federal Rules of 
Appellate Procedure. This Court denied that petition by order dated 
December 2, 1968. (Docket No. 22,518, Supp. App. 31) 

The complaint below, allegedly filed pursuant to the Administrative 


Procedure Act ("APA"), 5 U.S.C. 702 and 705, and attempting to invoke the 


general jurisdiction of the district court, 28 U.S.C. 1331 and 11 D.C. 


Code 521, sought to have certain "action" of the Securities and Exchange 
Commission, namely a letter sent to the New York Stock Exchange ("the 


Exchange") dated August 30, 1968, declared unlawful and to enjoin the 
2/ 
Commission from further unlawful activity. Although the amended complaint 


did not specifically include the following, the essence of plaintiffs' 
argument was stated in the original complaint which sought a declaratory 
judgment "that the New York Stock Exchange . « - [had] no power under the 


federal securities laws to prohibit customer-directed give-ups of other- 
3/ 
wise lawfully earned commissions on 4 shared basis. . - -" The Exchange, 


Se 


2/ This letter and accompanying release appear in the Appendix at 
pp. 50-53. 


3/ A “give-up™ occurs when a broker surrenders a portion of his 
commission on a transaction to another broker. The surrendered 
portion is referred to as the "give-up." See Report of the 
Securities and Exchange Commission to the House Committee on 
Interstate and Foreign Commerce on the PUBLIC POLICY IMPLICA- 
TIONS OF INVESTMENT COMPANY GROWTH ("Mutual Fund Study" 


(Continued) 


== 


is not, and never has been a party to this action, Plaintiffs, however, 
sought, in essence, to prevent the Exchange from adopting rules 


changing the commissions that the Exchange's members can charge 


their customers through the adoption of a volume discount and abolition 
4 


of giveeups by member firms. 
Hi 

3/ (Continued) H. Rep. No. 2337, 89th Cong., 2nd Sess. (1966) pp. 169- 

=" 170. The so-called "customer-directed give-up," which was the 
subject of the plaintiffs' action, is directed most frequently by 
the managers of institutional investors and is paid to one or more 
brokers, who ordinarily have not rendered any services in connection 
with the transaction being executed. (Such customer-directed give- 
ups are to be distinguished from bona fide arrangements for sharing 
commissions between two brokers who have jointly participated in 
furnishing the services for which a commission is paid). The 
Mutual Fund Study clearly indicates that this practice developed, 
in part, as a result of the exchanges' minimum commission rate 
schedule, which did not provide for a volume discount on large 
securities transactions. Id. at 17. Under the exchange rate 
structure in effect prior to the events complained of by plaintiffs the 
commission on an order for 10,000 shares of a given security was 
exactly 100 times the commission for a 100 share order. Id. at 
156-157. Because of the profitability of mutual fund commission 
business in the absence of a volume discount, many New York Stock 
Exchange members were willing to "give-up" as much as 70 percent 
of the commission on these orders. There were tremendous pressures 
upon managers of mutual funds to take advantage of the opportunity 
to direct give-ups as an extra incentive for, inter alia, selling 
fund shares. This practice, among others, posed problems of con- 
flicts of interest if not outright violation of fiduciary obligations 
to the mutual funds which they manage and which could presumably 
receive the benefit of the give-ups if the managers did not direct 
that the give-ups be paid to brokers selling the shares of the 
funds except to the extent the rules of the stock exchange pre- 
vented benefit to the funds themselves. It also posed the question 
of whether Exchange fixed commission charges could be “yeasonable" 
as contemplated by Section 19(b)(9) of the Securities Exchange 
Act of 1934, 15 U.S.C. 78s(b), if those who perform the services 
were willing to give-up a large percentage of the commission. 


4/ None of the appellants is a member of the New York Stock Exchange. 
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The first of the events about which the plaintiffs complain oc- 


curred on May 28, 1968, when the Commission acting pursuant to Section 19(b) 
5/ 


of the Securities Exchange Act of 1934 ("act"), 15 U.S.C. 788(b), 
requested in writing that the Exchange “effect on its own behalf" an 


interim change in its commission rate structure to introduce a form of 


volume discount. 


The Commission specifically requested that the Exchange adopt 
either one of the following alternative measures: (1) a new rate 
structure incorporating reduced rates of commission for most orders 
in excess of 400 shares; or (2) a rate structure eliminating re- 
quirements for minimm rates on all orders in excess of $50,000, 
thereby permitting negotiated rates of commission on such orders. 
The Commission's letter requesting these changes was made the sub- 


ject of a public release (App. 28). These changes were requested 


Ln sea 


5/ Section 19(b) provides in pertinent part as follows: 


"The Commission is further authorized, if after making 
appropriate request in writing to a national securities 
exchange that such exchange effect on its own behalf 
specified changes in its rules and practices, and after 
appropriate notice and opportunity for hearing, the 
Commission determines that such exchange has not made 
the changes so requested and that such changes are 
necessary or appropriate for the protection of investors 
or to insure fair dealing in securities traded in upon 
such exchange or to insure fair administration of such 
exchange, by rules or regulations or by order to alter 
or supplement the rules of such exchange (insofar as 
necessary or appropriate to effect such changes) in 
respect to such matters as . . . (9) the fixing of 
reasonable rates of commission, interest, listing, and 
other charges; . . . and (13) similar matters." 
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on an interim basis, pending the outcome of an investigation by the 
Gommission. At the same time, the Commission announced fa that 
release that it had issued an order for a public investigation pursuant 
to Section 21(a) of the Act, 15 U.S.C. 78u(a), to consider whether any 
long-term changes should be made in the rules, policies, practices and 
procedures of registered national securities exchanges respecting 
commission rate structures. The release stated that those hearings were 
being conducted "to assist the Commission in the discharge of its 
responsibility under Section 19 (b) of the Exchange Act and other pro- 
visions of the securities laws." The order (attached to the release-- 
App. 33) states that the Commission deems such an investigation 
necessary and proper to aid in the enforcement of the provisions of the 
Exchange Act and other Acts administered by the Commission and to 
determine the reasonableness of the commission rate poco of 
national securities exchanges. Testimony in this taveatigarion is 


still being taken. 


ne Ey UPI 

6/ In this order, the Commission pointed out that, based on information 
available to it, "the practices, procedures and exchange rules 
relating to exchange commission rate structures involve a number of 
matters such as (i) commission rate levels for exchange members 
(intra-member rates) and for non-members, (ii) the services for 
which such commission rates pay and the costs allocated thereto, 


(iii) give-ups and reci) rocal practices among different categories 

of members and non-members, Cv) membership of Financial institutions, 
(v) economic access to exchange markets by non-member broker-dealers, 
(vi) economic access to exchanges and among exchanges and other 
markets, and (vii) the necessity for restrictions on access of 
exchange members to the third market." {Emphasis added. ] 


oe 


Following the May 28, 1968 announcements by the Commission, the 


Exchange in a letter dated August 8, 1968 (App. 35) as supplemented by 


a letter of August 20, 1968 (App. 42), advised the Commission that its 
Board of Governors felt that there was a need for an interim volume 
discount on large transactions and, in addition, a need for the 
abolition of x ghee 

After soliciting comments to the Exchange's proposal (which had 
been announced in a release--Supp. App. 25), the Commission in- 
formed the Exchange by letter dated Augut 30, 1968 (App. 51) that 
it would regard the Exchange's proposal, including the proposed abolition 
of give-ups, as constituting an acceptable substitute and in effect com- 
pliance with the first alternative specified in the Commission's letter of 
May 28, 1968. The Board of Governors of the Exchange then adopted the 
proposals contained in its letter of August 20, and in accordance with 
its constitution, submitted these proposals to its members for a vote, 
In a bulletin to all members dated October 10, 1968 (App. 55), the 
Exchange noted that the Department of Justice had suggested that the 


$e 


7/ As the Exchange's bulletin of October 10, 1968 pointed out (App. 55, 
63-64), the Commission's May 28 letter did not request the Exchange 
to abolish customer-directed give-ups, Indeed this same bulletin 
stated beginning on page 63 that "[t]he SEC has declined to use its 
own rule making authority to impose a ban on such give-ups . . ." 
It further appears from this bulletin that the Board of Governors 
felt that they could not defend the minimm commission rate which 


was under attack by the Department of Justice unless they eliminated 
the customer-directed give-up. 
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Commission should consider at its hearings the extent to which any 

minimum commission rate fixing by the Exchange is required by the 

purposes of the Securities Exchange Act and that the Commission elimi- 
¢ nate all rate fixing found not to be in the public interest. With 


respect to customer-directed give-ups, the Exchange stated in the 


bulletin (App. 62-63): 


"The Board is strongly of the opinion that the minimum 
commission can be preserved only if customer directed 
give-ups are abolished, It is not reasonable to argue 
for retention of minimm commissions and in the same 
breath defend the give-up practices that have arisen in 

> recent years, and which have been exhaustively described 

during the SEC hearings. For this reason, the Exchange 
made the prohibition of customer directed give-ups an 
integral part of the commission rate proposal to the 
SEC, even though the SEC had not made such a prohibition 
part of their May 28 request. Of course, the SEC has 

y been urging all exchanges for several years to prohibit 

customer directed give-ups."'8/ 


8/ The logic of this position was spelled out in a statement reported 


(Washington Evening Star, June 25, 1968) to have been made by 
Robert W. Haack, President of the Exchange: 


“We cannot clamor for minimum commissions and 
in the same breath also for the right to violate 
them'! . ..'The question is: Is it not difficult to 
justify a minimum you claim you need and at the same 
time give away 30 percent to 50 percent or even up to 
90 percent of the commission?" 


Similarly, the Commission's staff has made clear its view in 
a letter to Mr. Haack of September 4, 1968 (App. 54): 


". . . [A]ny purported change in rate structure, other than the 
’ adoption of a provision for freely negotiated rates would 
be a sham, unless there were evidence that it was to be 
realistically adhered to by inclusion of appropriate pro- 
visions for abolition of customer-directed give-ups." 
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These proposals were approved by vote of the membership (925 in favor, 


266 opposed-~App- 68) and became effective on December 5, 1968 (App. 68). 


Judge Corcoran stated in his findings of fact and conclusions of 
law (Supp. ApP- 29) that “the letter of August 30, 1968 from Mr. Cohen 
{Chairman of the SEC] to Mr. Haack [President of the New York Stock 
Exchange], notwithstanding the use of the word ‘direction’ someplace 


in the letter, was, in effect, 2 suggestion to the Exchange that they 


should act in accordance with the alternatives which were being pro- 
posed" and in effect stated that it was not an order of the Commission, 
which would be subject to judicial review. He further stated (Supp. 
App. 29) that under Section 19(b) "the SEC was able to accept the alter- 
natives [proposed by the Exchange] in the public interest" and there 
was no “compulsion upon SEC at that time to hold further hearings + + ." 
Judge Corcoran concluded: "+ + = if they [plaintiffs] do have a 
remedy at the present time, I would suggest that it is in some way to 


involve the New York Stock Exchange rather than the SEC." (Supde 


App. 30)- 
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ARGUMENT. 
I. The Exchange, not the Commission, Abolished Give-ups and in an 


Action to Which the Exchange was not a Party, There was no Basis 
for the Issuance of an Injunction by the District Court. 


Plaintiffs completely misconstrue or overlook the rather unique 
pattern of self-regulation provided in the Securities Exchange Act and 
the resulting relationship between the Commission and oliexchenges it 
regulates. Particularly they overlook and misconstrue the requirements 
of Section 19(b) of that Act pursuant to which the steps of which they 
complain have been taken. This form of regulation has been referred to 
by the Supreme Court as a "€ederally mandated duty of self-policing by 


exchanges. . - . The general dimensions [of which] .. . are suggested 


by §19(b) of the Act. . - ." Silver v. New York Stock Exchange, 373 


U.S. 341, 352 (1963). 


Under Section 19(b) the Commission has broad authority to 
change exchange rules fixing reasonable rates of commission, interest 
and other charges. However under that section, as Judge Corcoran 
recognized (Supp. App. 28-29), the Commission can initiate no proceeding 
to exercise that authority unless it first makes an “appropriate request 


in writing” to the exchange that the exchange itself effect the changes 
9/ 
which the Commission thinks desirable. 


eS ee 


9/ H. Rep. .No. 1383, 73rd Cong., 2d Sess. (1934) concerning 
the Act (H.R. 9323) explained (p. 18) the scheme of 
regulation sought under Section 19(b) of the Act as follows: 


“Although a wide measure of initiative and responsibility 
is left with the exchanges, reserved control is in the 
Commission if the exchanges do not meet their responsi- 
bilities. It is hoped that the effect of the bill will 
be to give to the well-managed exchanges that power 
necessary to enable them to effect themselves needed 
reforms and that the occasion for direct action: by the 
Commission will not arise." 
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Plaintiffs place mich stress on the use of the word "direction" 
in the Commission's letter of August 30 to the Exchange, hoping that 
in doing so they can transform what was merely a letter into an order 
of the Commission which would be subject to court review. It is 
clear however that the Exchange never considered itself directed or 


ordered to do anything. See, the Exchange's bulletin of October 10, 
9a/ 
supra, pp. 6-7. 


Certain things become immediately apparent from the above. First, 
the Commission has not at any time commenced any proceeding to require 
the Exchange to modify its commission rate structure or to eliminate 


customer-directed give-ups, nor has it "directed" the Exchange to do 
10/ 


anything _ in the nature of imposing a requirement with sanctions for 


disobedience. It has merely written a letter to the Exchange requesting 


en ———————— eee 


Q9a/ Furthermore the word "direction" did not appear in the letter of 
May 28 which was the written request pursuant to Section 19(b) but 
merely in the letter of August 30 as a ready means of referring 
back to the alternate requests of the earlier letter. 
Had the Commission either by order or by rule required the Exchange 
to change its commission rates, the Exchange's obligation to comply 
with such order or rule would not have been determined by a vote 


by the members. 


it to make certain changes in its rules concerning commission rates. 


This letter, as such, has no legal force or effect whatsoever, except 
that it is a procedural prerequisite to the initiation of a proceeding 
under Section 19(b) of the Act if the Commission, in its discretion, 
should determine to commence such a proceeding. The Exchange 
was entirely free, under the provisions of Section 19(b), to refuse the 
Commission's request or to ignore the Commission's letter altogether, 
in which event the Commission might or might not have initiated a pro- 
10a/ : 


ceeding. The Exchange, however, as certainly contemplated by 


Section 19(b), elected to make a counter-proposal to the original 


request and the Commission has determined, as an interim measure, 
to accept that counter-proposal, thereby removing any present basis 
for a proceeding under Section 19(b) since the Cominatod cannot at 
this time make the finding called for by that section that "such 


exchange has not made the changes so requested." 


ee ee 


10a/ The final result of such a proceeding would be an order of the 
Commission prepared in a form similar to the Section 19(b) order 
entered by the Commission in The Rules of the New York Stock 
Exchange (October 4, 1941) introduced as an exhibit in the 


District Court. (Supp. App. 23-24) The Commission's opinion 
appears at 10 S.E.C. 270. 
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Although the Commission has from time to time informally suggested 


to the Exchange in various ways its disapproval of customer-directed 


give-ups, the initiative to abolish them in the new schedule adopted by 
the Exchange came from the Exchange itself. As we point out below, the 
Exchange has abundant authority to revise its rules in this respect. 
Its decision to do so is no doubt based on the conclusion expressed by 
its Board of Governors in its bulletin to members, as well as in its 
letter of August 8 to the Commission, that the minimum commission rate 
structure in which it strongly believes can be preserved only if 
customer-directed give-ups are abolished. 

The interim rate schedule, including its ban on give-ups of which 
plaintiffs complain, was voluntarily adopted by the New York Stock 
Exchange upon approval of its Board of Governors (App. 55) and the vote 
of its membership (App. 68) and was not imposed upon them by the 
Commission. There is no real dispute between the parties as to the 
procedure by which these changes were made. Plaintiffs are advancing 
a novel legal principle, indeed one which is wholly unsupportable, 
when they urge that action taken by the Exchange after a vote of its 
membership should be deemed agency action of the Commission. 

Plaintiffs’ contention seemingly is not only that the action 
taken by the Exchange was Commission action, but that it was in some 


way improper. The assumption they make that the Exchange has 
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no power under the federal securities laws to prohibit customer-directed 
giveeups is erroneous and unsupported by any authority. The Exchange, 


it must be remembered, is a private unincorporated organization 


governed by its own constitution and bylaws. Ever since the organization 


of the Exchange in 1792, its rules have provided for the fixing of 

minimum commissions and for many years have provided for the alteration 

of such rules by vote of the Board of Governors and the membership. 

The rules have also specifically prohibited for some time ‘rebates of 
commissions, and if the Exchange chooses to regard the praremerndivected 
give-ups as a form of rebate, or as inconsistent with the minimum commission 


rate structure which it has maintained for 176 years, it would appear 
11/ 
to be free to do so unless and except as the Commission might for some 


conceivable reason determine otherwise after giving the Exchange notice 
and opportunity for hearing. The Exchange does not derive its power to 
adopt such rules from anything in the federal securities laws. Although 


SSS 


11/ Robert Haack, president of the New York Stock Exchange in a speech 
~~ to the Second Annual Institutional Investor Conference on 
January 22, 1969, stated that "I further submit that had these 
erosions and negotiated retentions [give-ups] been allowed to 
proliferate, the securities industry itself would have precipitated 
the demise of fixed commission rates." 


If this had occurred, and negotiated rates had been ‘substituted 
for fixed commission rates as suggested by the Department of 
Justice plaintiffs would be in the position to which they now 
object since the obvious consequence of negotiated rates would 
be to leave no room for the customer-directed give-ups, the 
abolition of which is the plaintiffs’ principal complaint. 
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Section 19(b) gives the Commission broad power to alter exchange rules 
with respect to commissions, thus recognizing that such rules may 
exist (see Kaplan v. New York Stock Exchange, 371 F.2d 409 (C.A. 7), 
certiorari denied, 389 U-S. 954 (1967)), Section 6(c) of the Act, 15 


U.S.C. 78£(c), provides as follows: 


"Nothing in this title shall be construed to prevent any 
exchange from adopting and enforcing any rule not incon- 
sistent with this title and the rules and regulations 
thereunder and the applicable laws of the State in which 
it is located." 

Nowhere do plaintiffs suggest that anything in the federal secu- 
rities laws or in the laws of the State of New York or elsewhere 
prohibits the Exchange from adopting a rule prohibiting customer- 
directed give-ups, and we know of no such provision, 


In any event, the district court could not adjudicate the power 


of the Exchange to adopt such a rule, which it has duly done in con- 


formity with its constitution and bylaws, in an action to which the 
Exchange is not a party and in which it has never been given an 
opportunity to be heard. For the district court to have undertaken 
such an adjudication would have been contrary not only to the hearing 
requirements of Section 19(b), but would also have been contrary to 


due process of law. 
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Plaintiffs’ effort (Br. 11-15) to create the impression that 
they will suffer irreparable injury from the loss of neome as 
a result of the abolition of the customer-directed give-ups by the 
New York Stock Exchange is equally without merit. Aside from the fact 
that none of the appellants is a member of the Exchange and therefore 
they are not bound by or in any direct way subject to its rules or 
practices concerning commissions, the entire argument is completely 
irrelevant to this Scie | 

As is abundantly clear, the Commission has not ordered anyone 
to institute volume discounts nor has it abolished or ordered the 
abolition of customer-directed give-ups; the action the plaintiffs 
complain of is that taken by the New York Stock Exchange after it was 
approved by an overwhelming vote of its membership. while plaintiffs' 
argument might be relevant to a suit against the Exchange, it has no 
bearing on a suit to which the Exchange is not a party. : 

Plaintiffs' misguided efforts are emphasized by the fact that 
nowhere in their complaint did they object to the provision for 
a volume discount now contained in the Exchange's pester rule, 
although the potential combination plaintiffs urge; i.e., a volume 
discount and continued customer-directed give-ups, could have a far 
more drastic financial effect upon the Exchange and its members than 


the proposal adopted by the Exchange. 


lla/ Plaintiffs below included members of the New York Stock Exchange, 
but only the non-members have joined in this appeal. 
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II. The District Court Properly Found that [t 
Lacked Jurisdiction Over the Subject Matter 
and Therefore Lacked the Jurisdiction Necessary 


to Grant the Relief Sought. 

Plaintiffs, in seeking to reverse the district court's refusal 
to review a mere exchange of correspondence between the Commission 
and the Exchange, cite several cases for the proposition that a 
district court may under its general equity jurisdiction in certain 
circumstances enjoin agency action beyond the scope of the agency's 
statutory authority (Br. 9-10, 15). Plaintiffs, however, ignore 
Judge Corcoran’s finding “that the letter of August 30, 1968... 
notwithstanding the use of the word ‘direction’ someplace in the 
letter, was, in effect a suggestion to the Exchange that they should 
act in accordance with the alternatives which were being proposed." 


(Supp. App. 29). As noted above, none of this correspondence has any 


legal force or effect whatsoever, except that it was in part a procedural 


prerequisite to the initiation of a proceeding which has not been 
commenced and which now never will be commenced pursuant to these 
letters. This correspondence is neither a rule nor an order and 

for that reason alone is not subject to judicial review. Cf. Leighton 


v. Securities and Exchange Commission, 95 U.S. App. D. C. 217, 221 F.2d 
12/ 
91 (CA. D.C.), certiorari denied, 350 U.S. 825 (1955). 


12/ =i1f any part of this correspondence constituted an order, it would, 
under the provisions of Section 25(a) of the Exchange Act, 15 U.S.C. 
78t(a), be reviewable in a court of appeals rather than in the 


district court as sought here. If any part of the correspondence 
could conceivably be considered a rule, it would not be an appro- 


priate subject for judicial review under the standards of Abbott 
Laboratories v. Gardner, 387 U.S. 136 (1967); Toilet Goods Ass'n, Inc. 
v. Gardner, 387 U.S. 158 (1967); and Gardner v. Toilet Goods Assn'n, 


Inc., 387 U.S. 167 (1967). 


In some of the cases cited by plaintiffs the conduct challenged 
was clearly in defiance of the agencies' statutory eee while 
the remaining cases are clearly distinguishable since they involved 
agency "orders" which were immediately seese ged 

Plaintiffs assert they are entitled to relief under the 
Administrative Procedure Act, 5 U.S.C. 702. That scectonk however, 
does not provide judicial review for everything done by an adminis- 
trative agency. Hearst Radio, Inc. v. FCC, 83 U.S. App. D.C. 63, 

167 F.2d 225 (1948); Kukatush Mining Corp. v. Securities oa Exchange 
Commission, 114 U.S. App. D.C. 27, 309 F.2d 647 (C.A. D.C. 1962). The 


power to review Commission action under the A.P.A. is limited by 


5 U.S.C. 704, which precludes review of "Ta] preliminary, procedural, 


or intermediate agency action or ruling. . ." which, "is subject to 


review on the review of the final agency action." 


EE ——— 


13/ In citing these cases, plaintiffs fail to point out that for 
jurisdiction to exist in this type of suit, the Commission “must 
have stepped so plainly beyond the bounds of the act, or acted so 
clearly in defiance of it, as to warrant the immediate intervention 
of an equity court. . .." Local 130, International Union of Elec., 
R. & M. Wkrs. v. McCulloch, 120 U.S. App. D.C. 196, 345 F.2d 90, 

95 (CA. D.C., 1965). See also M. G. Davis & Co., Inc. v. Cohen, 
369 F.2d 360, 363 (C.A. 2, 1966). 


See Leedom v. Kyne, 358 U.S. 184 (1958); and R, A. Holman & Co. v. 
Securities and Exchange Commission, 112 U.S. App. D.C. 43, 299 F.2d 
127 (C.A. D.C), certiorari denied, 370 U.S. 911 (1962). In Abbott 
Laboratories, Inc. v. Gardner, supra, 387 U.S. 136 the Court at 

p. 148-149 explained that the ", . . basic rationale is to prevent 
the courts, through avoidance of premature adjudication, from 
entangling themselves in abstract disagreements over administrative 
policies and also to protect the agencies from judicial interference 
until an administrative decision has been formalized and its effects 
felt in a concrete way by the challenging parties," 
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A determination of what does not constitute "final agency action" 
was pointed out by this Court in a case similar to the present case: Fay 
v. Miller, 87 U.S. App- D.C. 168, 183 F.2d 986 (C.A. D.C.; 1950). In that 
case this Court set aside an injunction issued by a district court which 
prohibited, inter alia, a United States Attorney from requesting by letter 
that the local telephone company disconnect the plaintiff's telephone 
service. It was alleged that the telephone equipment was being used in 
connection with illegal gambling. Judge Bazelon ja his opinion (id. at 
989) made the following observation: 

"In this case, too, any constitutional objection--on the 

ground that official action is depriving the subscriber of 

substantial rights w age an opportunity for 

a hearing and a judicial determination’ is obviated by the 

fact that complete relief may be obtained from the Telephone 

Company. The United States Attorney's ‘request’ is translated 

into threatened or actual injury only when the Company acts 

pursuant to it. There is little doubt that such an official 

request effectively sets in motion a machinery for removal 


of the telephone. But at the point of imminent or actual 
removal, the subscriber may obtain a hearing on the merits 


s 


of the charges against him by suing to enjoin the Company." 
[Footnotes omitted]. 


See also, Andrews v- Chesapeake & Potomac Telephone Co-, 83 F. Supp. 
966 (D.C. D.C.» 1949). 


III. Plaintiffs Have Not Been Foreclosed From Seeking 
Relief Under _the Anti-trust Laws. 


Plaintiffs are mistaken in arguing (Br. 25-30) that Silver v. New 
York Stock Exchange, 373 U.S. 341 (1963) and Kaplan v. Lehman Brothers, 
371 F.2d 409 (C.A. 7), certiorari denied, 389 U.S. 954 (1967) deprive 
them of a remedy against the Exchange under the antitrust laws; if, indeed, 


they have any such remedy. 


Silver held that the Exchange does not enjoy 
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any complete immunity from the antitrust laws and the Supreme Court in 
fact concluded that the plaintiff in that case did have such cause of 
action, The Court merely suggested that there were some circumstances 
under which the Exchange Act would justify an implied immunity from the 
antitrust laws, particularly where such immunity is to be implied Ware 


15/ 
necessary to make the Exchange Act work." (373 U.S. at 357). 


Plaintiffs' discussion of the decisions in Kaplan v. Lehman 
Brothers, 250 F. Supp. 562 (E.D. Ill., 1966), aff'd, 371 F.2d 409 


(C.A. 7), cextiorari denied, 389 U.S. 954 (1967), overlooks the fact 


that the complaint in that action merely alleged that the Exchange's 


minimum commission schedule was a per Se violation of the antitrust laws. 
Although, the Commission in its brief, amicus curiae, in the court of 


appeals argued (pp. 20-37) that the complaint could be construed as 


alleging that the rate structure and the existing rate level were 
"unreasonable," neither the district court nor the court of appeals 
reached that question. As the district court stated, id., at 564-565: 
"The plaintiffs have cast their lot entirely upon their proposition 
that . . . the collective action of the Exchange is illegal per se 


under the Sherman Act . « « «+ Since the plaintiffs have attacked the 


eS ee 


L/ Plaintiffs’ contention, discussed infra pp. 20-21, that the 
Commission has no authority to impose a volume discount or require 
the abolition of the practice of customer-directed give-ups is 
of course inconsistent with their argument that Silver deprives 
them of a remedy under the antitrust laws. If the Commission's 
action is beyond its authority, it could hardly confer any 
anti-trust inmunity. 
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legality of the Exchange rules and their prescribed rates of 
commission solely on the ground that fixed rates are illegal, the 
holding in Silver . . . is a complete bar to their claim, Rules 
adopted by an Exchange under the authority of the Act are not illegal 
per se." Unlike the plaintiffs’ apparent assertions in the instant 
case, it was "not suggested by the plaintiffs here {in Kaplan] that 
the . . . schedules are discriminatory, or that the power has been 
used to eliminate competition beyond that elimination inherent in 
any system of authorized price-fixing." Ibid, 

The foregoing ‘is not to suggest that plaintiffs in fact do 
have a remedy against the Exchange under the antitrust laws, but 
merely that if they have one, neither Silver nor Kaplan would foreclose 
it. The Department of Justice has suggested that the rate structure 
which plaintiffs seek to have restored is “unsupportable.” (Supp. App. 
21) The Department has further pointed out that the minimum rates 
therein provided for large institutional transactions are "far too high" 
(Supp. App. 22) and has also criticized the operation of the customer- 
directed give-up and'the devices and practices which accompany it (Supp. 
App. 19-21). As was pointed out, supra p. 7, the Exchange in instituting 
a volume discount and abolishing the customer-directed give-up was un- 
doubtedly concerned with antitrust implications. Furthermore, plaintiffs’ 
own quotation of the present of the National Association of Securities 
Dealers (Br. pp. 11-12), discloses the real nature of the "give-ups" and 
the nature of the "services" performed by those receiving the give-up; 


i.e. income received "with virtually no expense associated with 


this source of income as an offset." If, as the Department of 
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Justice suggests, the rate structure which plaintiffs seek to restore 
is "unsupportable" in the light of antitrust considerations, it is 
hardly likely that an antitrust suit having as its object the restora- 


tion of that structure would have much prospect of success, indeed 


plaintiffs would be seeking to retain the fruits of conduct inconsistent 


with the antitrust laws. 


Iv. The Abolition of Give-Ups Would Fall Within the Scope 
of the Commission's Authority Under Section 19(b). 


Plaintiffs also argue (Br. p. 30) that the Commission's authority 
under Section 19(b) extends only to fixing rates of commission and 
not to altering a structure for Commission distribution. Since, as 
we have seen, the Commission has issued no order under Section 19(b) 
altering anything, this Court need not reach this Beeeion and conse- 
quently we will not treat it at any length. This narrow eeaeeecion 
of the statute, however, is unwarranted. Not only does it disregard 
the repeated admonition of the Supreme Court that the federal securities 
laws constitute remedial legislation which are to be construed “not 
technically and restrictively but flexibly to effectuate [their] remedial 
purposes" (Securities and Exchange Commission v. Capital Gains Research 
Bureau, Inc., 375 U.S. 180, 195 (1963); Tcherepnin v. Knight, 389 U.S. 
332, 336 (1967)) but it also misconstrues Section 19(b). | The Commission's 
authority under that section extends to any and all rules an exchange may 
have, whatever they may be, with respect to the fixing of rates of commission, 
interest and other charges and similar matters. Moreover, the distinction 


urged by plaintiffs is clearly unworkable. The most significant problem 
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encountered with respect to exchange commission rates involve not only 
the rules prescribing rates of commission, but must necessarily encom- 
pass the structure and distribution of commissions. Thus, the exchanges 
for years have had rules which provide that members may execute trans- 


actions for the account of other members, for whom they act as corre- 


spondents in handling these other members' business on the floor, at a 


rate substantially less than they would charge to members of the public, 
Similarly, exchange minimum commission rate rules almost invariably 
prohibit rebates, subject to certain exceptions. These procedures, 
like the customer-directed give-up, involve not only the rate of com- 
mission but its structure and distribution; and if Commission action 
under Section 19(b) is to accomplish the statutory objective "to 
insure fair dealing in securities traded in upon such exchange," the 
Commission's authority must extend to these matters as well. Similarly 
frivolous is plaintiffs' contention that they have a constitutional 
right to be compensated by means of customer-directed give-ups for 
services of various kinds which they may render to institutional 
investors, but which have no connection whatever to the execution of 
such customers’ orders to purchase or sell securities on the exchange. 
Plaintiffs appear to contend that the Commission has stimulated 
the Exchange to take action which will reduce their income, and there- 
fore their constitutional and legal rights are infringed. Since, as we 


have seen, the Commission did no more than exchange correspondence with the 
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Exchange, and the Exchange's action with respect to give-ups appears 

to have been stimulated primarily not by the Commission but by the 
position of the Department of Justice, the district court! was correct 
in concluding that, if there was any infringement of plaintiffs’ rights, 
this was not done by the Commission, and consequently there is no 

basis for an action against the Commission, While the district court 
did not reach the question of whether plaintiffs’ rights were infringed 
by anyone, and this Court consequently need not reach that question, 

it is altogether probable that no legal right of plaintiffs has been 
violated at all. Not everything which reduces someone's: income 
violates his legal rights. The Exchange's rules have never permitted 
give-ups directly to nonmembers such as appellants. As pointed out 

in the Mutual Fund Study (p. 16), however, complex practices have developed 
by which certain exchange members, who have no connection with the 
transactions for which commissions are paid by institutional customers, 
have, in effect, acted as middlemen to distribute indirectly to non- 


members give-ups directed to them by members acting for institutional 


investors. Plaintiffs have no legal right to require the Exchange 


to continue to structure its commission-rate rules so as to permit 
its members to engage in this practice which, as pointed out above, 
is inconsistent in principle with the concept of a fixed minimum 


commission accompanied by a prohibition of rebates. If. plaintiffs 
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seek additional compensation for services rendered to institutional 
investors there is nothing to prevent them from negotiating directly 
with such investors for such compensation rather than insisting 

that it be provided indirectly through exchange rules imposing 
excessive commission rates upon large institutional investors so that 
these commissions may be distributed among various brokers pon whom 


the institution's managers wish to confer a favor. 


CONCLUSION 


For the foregoing reasons, it is respectfully urged that 


the decision below be affirmed. 


Respectfully submitted, 


PHILIP A. LOOMIS, JR. 
General Counsel 


WALTER P. NORTH 
Associate General Counsel 


TREODORE SONDE 
Special Counsel 


BRIAN M, EISENBERG 
Attorney 
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IN THE 
UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 22,552 


INDEPENDENT BROKER-DEALERS’ TRADE ASSOCIATION, OXFORD 
SECURITIES, INC., and JAMES C. BUTTERFIELD, INC., 
Appellants 


Vv. 


SECURITIES & EXCHANGE COMMISSION, 
Appellee 


Appeal from the United States District Court 
for the District of Columbia 


APPELLANT’S REPLY BRIEF 


It is Appellants’ contention that the action taken by the 
Securities & Exchange Commission (the Appellee) pursuant 
to Section 19(b) of the Securities and Exchange Act of 
1934, in its letters of May 28, 1968, and August 30, 1968, 
to Robert W. Haack, President of the New York Stock 
Exchange, deprived Appellants of substantial property rights 
without due process of law inasmuch as Appellants were 
not provided with notice of or opportunity for hearing or 
any other effective method of participating in or challeng- 
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ing the actions of Appellee or the actions of the New York 
Stock Exchange in response to Appellee’s actions. Appel- 
lee’s action initiated and/or directed the institution of a 
volume discount and the abolition of customer-directed 
commission sharing (give-ups). 


At this point it should be noted that Appellants do not 
seek to adjudicate the relative merits of the give-up trans- 
action in this litigation. Appellants contend that the rela- 
tive merits of the give-up transaction should be decided by 
the Appellee after it afforded the representatives of those 
broker-dealers most likely to be injured appropriate notice 
of a hearing on the subject and an opportunity to be heard. 
It is precisely because of the lack of said notice and oppor- 
tunity to be heard that this litigation was instituted. 


In initiating and/or directing the implementation of 
volume discounts and the prohibition of give-ups, Appellee 
has been inherently unfair in that it has taken action to 
change practices affecting a large segment of the securities 
industry which had no representation in the decision- 
making process prior to the time the decision was made. 
The effect of the action taken by Appellee is to deprive 
Appellants and similarly situated broker-dealers of a sub- 
stantial portion of their income. As a result of this depri- 
vation their profitability, and in many instances their sur- 
vival, are in danger. Yet, at no time prior to Appellee’s 
action were Appellants given the opportunity to present 
their arguments in support of an existing rate structure 
upon which they depend for their survival. The history of 
events leading up to the request or direction to the New 
York Stock Exchange relating to the minimum rate struc- 
ture is replete with evidence of the impatience of Appellee 
with anyone who would dispute its inflexible position as to 
commission sharing. Long before its request or direction to 
the New York Stock Exchange, Appellee decided the merits 
of commission sharing within the private precincts of its 
own chambers and, having judged the case, had closed the 
issue and proceeded with the only issue that it felt was 
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open for negotiation, that is, the implementation of its 
judgment in this regard. (This prejudgment is illustrated in 
note 3 of Appellee’s brief, wherein Appellee classifies all 
arrangements where two brokers have not jointly partici- 
pated in furnishing services with respect to a transaction for 
which a commission is paid as not being bona fide.) 
Actually, the main thrust of Appellants’ argument revolves 
around this one basic point: They have not had an oppor- 
tunity to be heard and to demonstrate to the Commission 
that it may have been in error. 


Appellee’s regulatory processes and action did not con- 
sider or act upon methods by which a portion of the 
income loss could be recouped. For example, Appellee’s 
regulatory processes and actions have not affected the 
unreasonable restrictions on access of non-member broker- 
dealers to the New York Stock Exchange. Under the 
present system, when a New York Stock Exchange member 
performs an execution for another broker-dealer, the price 
he charges is dependent upon whether the broker-dealer is 
also an Exchange member. If the broker-dealer is not an 
Exchange member, the charge to him is the same as that 
charged to the general public, which is several times higher 
than charged to an Exchange member. 


Since the New York Stock Exchange is the dominent 
market in the country, accounting for over 80% of the value 
of securities traded,’ the net result is to give Exchange 
members a considerable advantage over non-members. This 
discrimination in charges, combined with the restrictions on 
Exchange membership, effectively denies a source of income 
to offset losses from the prohibition of give-ups. However, 
Appellee has not taken this into consideration; nor has it 
heard from Appellants or other similarly situated broker- 
dealers before it acted to choke off a precious source of 
income. 


See SEC Release No. 8234, p. 4, 12.2. 
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Again, it should be noted that Appellee, had it given 
Appellants and others in this situation the appropriate 
notice and opportunity to be heard and present their side 
of the case, may have reached the same decision as to the 
volume discount and the prohibition of give-ups. However, 
no evidence was heard as to the effects on the small, non- 
member, local firm. No evidence was hearu on whether the 
type of firm represented by Appellants play any important 
function or whether they should survive. In this light, 
Appellants are not lobbying for subsidies in the form of 
regulations by Appellee to artificially support them. Appel- 
lants, however, do desire and believe that they are entitled 
to present their case and justification for existence prior to 
the time when regulatory action by Appellee impairs their 
chances of survival. 


The justification for Appellants’ survival lies in their 
peculiar economic usefulness to the community and in 
areas where their operations enhance the operation of 
securities markets. Nowhere has this justification been 
given an opportunity to surface and compete for the minds 
of those who make the regulatory decisions. Nowhere does 
it appear in the record prior to Appellee’s regulatory action, 
that Appellants and similarly situated broker-dealers carry 
on sales promotions and development programs, provide 
data, research, statistical information, warehouse literature, 
and provide a great deal to the distribution of national 
mutual funds and their servicing. 


Essentially, in a meaningful sense, the Appellee has heard 
and consulted only itself prior to taking action. Just as in 
the area of its prejudgment of the give-up transaction 
wherein it failed to look at the totality of all transactions 
in the industry and the services performed for which give- 
ups served as compensation, Appellee has acted in a way 
which is inherently unfair. It has acted to deprive an 
important segment of the securities industry of a substan- 
tial portion of its income without giving it notice or an 
opportunity to be heard. 
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Appellee also argues in its brief that Appellants will not 
suffer injury because of Appellee’s actions. However, these 
are questions of fact which have been pleaded and sup- 
ported by affidavits. Since the case is before this Court on 
the basis of the lower Court’s granting Appellee’s Motion to 
Dismiss, such factual allegations in the Complaint and affi- 
davits in support thereof are to be taken as true. Gardner 
y. Toilet Goods Association, 387 U.S. 167, 87 S.Ct. 1526 
(1967). 


Finally, Appellee argues that if any of its actions are 
reviewable, they would be reviewable in a court of appeals 
rather than in the district court, under the provisions of 
Section 25(a) of the Exchange Act, 16 U.S.C. 78y(a).2 


2 “(a) Any person aggrieved by an order issued by the Commission 
in a proceeding under this chapter to which such person is a party 
may obtain a review of such order in the United States Court of 
Appeals within any circuit wherein such person resides or has his 
principal place of business, or in the United States Court of Appeals 
for the District of Columbia, by filing in such court within sixty days 
after the entry of such order, a written petition praying that the 
order of the Commission be modified or set aside in whole or in part. 
A copy of such petition shall be forthwith transmitted by the clerk 
of the court to any member of the Commission, and thereupon the 
Commission shall file in the court the record upon which the order 
complained of was entered, as provided in section 2112 of Title 28. 
Upon the filing of such petition such court shall have jurisdiction, 
which ugon the filing of the record shall be exclusive, to affirm, 
modify and enforce or set aside such order, in whole or in part. No 
objection to the order of the Commission shall be considered by the 
court unless such objection shall have been urged before the Commis- 
sion. The finding of the Commission as to the facts, if supported by 
substantial evidence, shall be conclusive. If either party shall apply 
to the court for leave to adduce additional evidence, and shall show 
to the satisfaction of the court that such additional evidence is 
material and that there were reasonable grounds for failure to adduce 
such evidence in the hearing before the Commission, the court may 
order such additional evidence to be taken before the Commission 
and to be adduced upon the hearing in such manner and upon such 
terms and conditions as to the court may seem proper. The Commis- 
sion may modify its findings as to the facts, by reason of the addi- 
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However, Appellee fails to realize that Section 25(a) pre- 
supposes an order arising out of a proceeding inter partes 
between Appellee and Appellants. Third Avenue Ry. Co. 
y. Securities and Exchange Commission, 85 F.2d 914 (2nd 
Cir. 1936). 

It is Appellee’s failure to hold such a proceeding that is 
the main issue in this litigation. 

Respectfully submitted, 


Carl L. Shipley 

SHIPLEY, AKERMAN & PICKETT 
1204 National Press Building 
Washington, D.C. 20004 


Counsel for Appellants 


tional evidence so taken, and it shall file such modified or new 
findings, which, if supported by substantial evidence, shall be conclu- 
sive, and its recommendations, if any, for the modification or setting 
aside of the original order. The judgment and decree of the court, 
affirming, modifying, and enforcing or setting aside, in whole or in 
part, any such order of the Commission, shall be final, subject to 
review by the Supreme Court of the United States upon certiorari or 
certification as provided in section 346 and 347 of Title 28.” 


